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TRIBULATIONS 
OF A PROPOSED APB OPINION 
ON THE EXTRACTIVE INDUSTRIES 
by James F. Dunn, Jr. 
Partner, Houston Office 
Presented before the 
Petroleum Accountants Society, 
Tulsa, Oklahoma-February 1972 
At the time that this evening's program was scheduled, it appeared that the 
latest information concerning the proposed Accounting Principles Board 
Opinion on "Accounting for the Extractive Industries" would have been 
developed from the November 22-23, 1971 open meeting of the committee 
of the Board that was working on that draft opinion. Accordingly, I prepared 
a resume of my impressions of that meeting shortly after the meeting itself 
and I relaxed. Then, just eight days ago, on February 16, 1972 there appeared 
on the back page of The Wall Street Journal an article titled "Accountants 
Striking Dry Well in Attempts to Significantly Change Oil-Company Rules." 
In addition to being written with a substantial amount of journalistic license, 
this article was inaccurate in part, and somewhat misleading in other parts. It 
compounded my problems in preparing for this meeting, for obviously it 
could not be ignored. Before its release, I had anticipated speaking in terms of 
the environment in which the Accounting Principles Board is attempting to 
prescribe and codify the accounting practices of the petroleum industry. But 
with this Wall Street journalism, I had to abandon that approach and, instead, 
tell you my views of the matters treated in the article. 
A SEQUENCE OF EVENTS 
In my talk, I shall refer to various meetings and papers which I would like 
to name in advance for the benefit of those of you who have not yet had the 
opportunity to identify the plays and the players. 
1. First there was a draft prepared in August 1971 by the Accounting 
Principles Board Committee on Extractive Industries. This draft, which dealt 
only with the definition of the cost center for the petroleum industry, was 
released hurriedly in an effort to counteract the FPC which had, by that time, 
issued a proposed rulemaking that would prescribe full costing for natural gas 
companies as they are defined in the Natural Gas Act. 
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2. Following the release of the August draft, a great furor was raised about 
the impossibility of implementing the proposals in the recommendation 
without having further definitions, such as definitions of capitalized costs. As 
a result, another draft or memorandum was released in October 1971 with 
the proposal that this be used as the basis for discussion at an open hearing to 
be held in New York City on November 22 and 23. 
3. Immediately prior to the November meeting, the FPC issued its regula-
tions requiring natural gas companies to use full costing. 
4. On February 16, 1972 The Wall Street Journal published the article to 
which I have referred. 
Now, I want you to understand that this newspaper article was not 
prepared from any position paper or draft of an APB opinion. There is, at this 
moment, no such draft in existence. The Wall Street Journal article was 
prepared from a copy of minutes of a two-day meeting of the APB Com-
mittee on Extractive Industries. That meeting was held on February 3 and 4 
of this year, and as a result of it there were to be prepared five research 
papers, each on a different aspect of the problem of accounting and reporting 
in the petroleum industry. These five research papers, which were due to be 
completed by February 22, the day before yesterday, are to form the basis of 
a draft Opinion which is due to be discussed at the March 7, 1972 meeting of 
the Extractive Industries Committee of the APB. The U . S. mails having 
deteriorated to the point that they have, I have not yet had access to all of 
these research papers. I apologize to you for this and I assure you the 
problem was one of time, or lack of it, and not desire on my part for I can't 
imagine a better occasion for so timely a scoop. 
WHAT THE APB CAN DO 
Now to the article. The statement that hurts the most was in the first 
paragraph in which the Accounting Principles Board was characterized as a 
Casper Milquetoast. The author of that characterization was simply showing 
how he had been misguided. The APB is not an omnipotent god that can 
create a new accounting world out of a vacumn. It must, i f it is to achieve 
anything at all, be pragmatic. It must attempt to achieve that which is 
achievable, and it must avoid insolvable conflicts that can only lead to 
stalemate and stagnation. The thrust of most enlightened thinking concerning 
reporting practice of the petroleum industry has been the narrowing of the 
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choices so as to make financial reports more nearly comparable. (Some naive 
individuals confuse comparability with comprehensibility, and because of this 
they assume that uniformity in reporting will somehow increase their 
understanding of a very complex subject.) The criticism in The Wall Street 
Journal is not that the Board is failing to narrow the range of choices, but 
rather that it is failing to eliminate the choices entirely, much as the FPC has 
attempted to do with the Uniform System of Accounts. 
The author of the article pictures the APB as surrendering to what he terms 
"heavy pressure from the oil industry." I can assure you that at the Nov-
ember open hearing of the Extractive Industries Committee in New York City 
there were no significant proponents of the dual systems of reporting as 
described in this article. There were a few financial analysts who stated that 
they could live with any system, or combination of systems, given adequate 
disclosures, but there were no oil companies taking that position. Just as an 
aside, at that meeting there seemed to be a great deal of interest in discovery 
value accounting, similar, I presume, to that which was permitted, but seldom 
used, under the 1939 Internal Revenue Code. A number of the "full costing" 
proponents stated that "full costing" was a step in the direction of discovery 
value accounting which was held out, apparently, as the unattainable but 
ultimate objective. Aside from the fact that full costing and discovery value 
accounting produce larger figures in the balance sheet, I fail to see the 
connection. Certainly there is no connection in the underlying theory of 
these two techniques, since one has its foundation in costs not in excess of 
value and the other has its foundation in value without regard to cost. 
FULL COSTING 
The article includes some generalizations concerning the effect of using 
"full costing" and the extent to which it is used. I am sure that each of you 
who have read the article recognize the inaccuracies in these assertions so I 
won't go into them further. However, I can't leave this without recalling the 
one breath of truly fresh air that found its way into the November 22-23 
meeting. That was when the representative of one of the major companies 
very candidly admitted that the purpose of his company in going to full 
costing was to increase earnings and thereby increase borrowing capacity. 
Prior to the time that comment was made, there had been a day and a half of 
discussion which had completely and deliberately skirted this subject or tried, 
hypocritically in my opinion, to bury it in high sounding accounting theory. 
The Wall Street Journal article quotes Joe Cummings, chairman of the 
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Extractive Industries Committee, as saying that the full-costing companies 
"wil l be allowed to amortize, or spread out, their exploration and other costs 
pretty much as they have been, because they can still use an entire country or 
continent as a 'cost center.' " The minutes of the committee meeting do not 
support this, but since the quotation apparently was from an interview I can't 
say how it happened to appear as it did. In any event, the reporter had access 
to the minutes and should have recognized the discrepancy since the minutes 
do not provide for any cost center greater than a country. The minutes 
provide that a cost center "should be either the field or the country—nothing 
smaller, greater, or in between." For those who are on full costing this may 
present some dilemma as to treatment of costs incurred in noncontiguous 
areas such as Alaska. I can see no more and no less justification for aggre-
gating noncontiguous portions of the U . S. than I can see for aggregating costs 
incurred in the Dutch section of the North Sea with those in the Netherlands 
Antilles. 
The minutes disclose a recognition of the need to redefine "field." How-
ever, the February 21 draft of the research paper covering this subject 
contains under the caption "Definition of the Field" an inappropriately small 
blank so I can't tell you yet what changes in definitions are anticipated, 
although I think it is reasonable to presume that the terms "adjacent fields" 
and "operational fields" both of which were used in the October memo-
randum will be either further defined or dropped. 
PRE-DISCOVERY COSTS 
The comments in The Wall Street Journal concerning pre-discovery costs 
are substantially accurate. You may recall, the August draft drawn up by the 
APB Extractive Industries Committee did not deal with pre-discovery costs at 
all. It dealt exclusively with the definition of a cost center. On October 22, 
1971 when the APB issued its invitations to the November 22-23 open 
meeting it issued therewith the memorandum on "Accounting and Reporting 
Practices in the Petroleum Industry." This memorandum included a seven 
page discussion of pre-discovery costs and reached the tentative conclusion 
that "certain pre-discovery costs should be deferred pending the deter-
mination of whether or not they can be associated with oil and gas reserves." 
The costs to be so deferred were: 
1. Geological and geophysical expenditures, not associated with previously 
acquired property rights, which were to be charged to areas of interest which 
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were, in turn, to be allocated either to fields or to expense as the cost of 
unsuccessful exploration. 
2. Geological and geophysical expenditures, associated with previously ac-
quired property rights, which were to be charged to the properties involved. 
3. Property acquisition costs, including property carrying costs, which were 
to be capitalized pending evaluation of the property. Such costs associated 
with producing cost centers were to be transferred to those cost centers, and 
the costs of the remaining properties were to be charged off when the 
property was abandoned or determined to be worthless. 
In addition, it was under the caption, "pre-discovery costs," that the com-
mittee recommended the practice of reversing prior expensing of exploratory 
dry hole costs when it found that the dry hole had been drilled in what was 
later determined to be a productive cost center. The response to this recom-
mendation, aptly and succinctly put by a participant at the November 22-23 
meeting, is that once the costs have been charged to operations, "there just 
ain't no way" to bring them back. 
By way of comparison, the minutes of the February meeting, as further 
expanded in the subsequent research draft, propose that for companies using 
the field as a cost center all pre-discovery costs, with the exception of 
exploratory dry holes (including dry hole contributions and bottom hole 
contributions associated with dry holes), should be capitalized pending fur-
ther evaluation of the costs incurred. There is no suggestion that the cost of 
dry holes drilled in prior years be reinstated if the area subsequently becomes 
productive. Let us hope that this credibility gap remains closed. As defined in 
the draft, "pre-discovery costs" would include carrying costs such as delay 
rentals, ad valorem taxes, and shut-in, minimum and advanced royalties 
incurred prior to production. It would also include the costs of land and lease 
departments. 
For these companies using the field as the cost center, the "deferred 
pre-discovery costs" would be amortized on an aggregate basis over a period 
not to exceed 10 years. When an area is determined to be of no value or have 
no further interest, the pre-discovery costs accumulated for the area would be 
charged to the reserve created by that amortization. If the area is determined 
to be productive, the gross cost (not the amortized cost) of the area would be 
transferred to the producing cost center. Clearly, the amortization rate and 
reserve balance will have to be monitored continually, particularly by com-
panies having proportionally large investments in relatively few areas such as 
are likely off-shore Louisiana and in Alaska. 
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For companies using the full-cost method there would be no particular 
change except that the cost center would be limited to a country. 
Pre-discovery costs incurred in a country in which no mineral reserves have 
been discovered would be deferred until production is established and a new 
cost center created, or would be charged off when the exploration has been 
determined to be unsuccessful. The full-costing companies would also capital-
ize the costs of their land and leasing, geological, and exploration depart-
ments. 
The committee has not proposed any changes in the recommendations 
concerning post-discovery costs as set out in their October memorandum. For 
companies using the field as their cost center this would continue the 
proposal to capitalize development dry holes. 
POST-DISCOVERY COSTS 
I previously mentioned the disposition of pre-discovery costs. As to 
post-discovery costs I have detected no great change with respect to their 
disposition. The committee apparently still feels that amortization of entire 
cost centers on a unit-of-production basis is appropriate and that probable 
reserves are an inappropriate base for the computation. There seems to be 
some backing off from the earlier suggestion (in the October memorandum) 
that proven reserves be used as the basis for amortization of capitalized 
pre-discovery costs and that developed reserves be used as the basis for 
amortization of post-discovery costs. It seems to me this approach has a great 
deal of merit from a theoretical standpoint but might be more difficult to 
apply in certain circumstances. I have a hard time believing, however, that 
these difficulties would be any greater, or susceptible of any more error, than 
would be the computation of amortization based upon proven reserves in 
relation to existing development costs plus estimated future development 
costs. 
LIMITATION OF CAPITALIZED COSTS 
The subject of limitation of capitalized costs appeared for the first time in 
the October memorandum and the recommendation was made that the 
limitation apply to each cost center even though admittedly "the committee 
has seen little evidence of value limitations being placed on capitalized costs 
other than in the case of companies following the full-cost method of 
accounting." Even with respect to full-cost companies I suspect that the 
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evidence was found far more in theory than in practice. In the October 
memorandum there were set forth a number of possible bases upon which the 
limitation could be computed. It did not express a preference for any of the 
methods at that time; however, the minutes of the February meeting disclose 
a move towards the adoption of "fair market value" as the limitation. Going 
back to the definitions in the October memorandum "fair market value" is 
defined as "what a willing buyer would pay a willing seller; this may be 
construed to be the present value of future net revenues reduced by a risk 
factor." In the November open hearings I thought it was interesting to note 
that none of the full-costing advocates admitted to ever having recognized the 
discounted net cash flow as a basis for limitation. There were many reasons 
given for not having used it; however no one attacked it from a theoretical 
viewpoint. As a practical matter I cannot believe that we are going to develop 
a whole new profession of "willing buyers" so I strongly suspect it would be a 
good idea for you to start thinking ahead as to how you will face up to this 
one. A few years ago I designed a time-sharing computer program that would 
do this sort of thing so I think I can say with a great deal of assurance: 
"you've got problems." 
The latest minutes do not deal specifically with one question raised in the 
October memorandum—that is, whether, because of increased reserve esti-
mates, it would be appropriate to restore amounts that were previously 
written off because of a limitation on capitalized costs. I would like to see 
this one put to bed along with last year's dry holes. I cannot see how this is 
anything more than a change in an accounting estimate which should be 
accounted for on a prospective basis in accordance with APB Opinion 
No. 20. • 
